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OLEG DE LOUSANOFF*

Tax Aspects of Investments in Options
and Futures in West Germany:
An Analysis in the Light of the 1989
Amendment to the Stock Exchange Act**
German investors and the German financial community have displayed less
interest in the tax aspects of investments in options and futures than in the civil
law governing forward transactions and the related case law of the recent years.
The extensive application of the restrictive provisions of the German Stock
Exchange Act' and the Civil Code 2 have considerably affected banking institutions and brokerage firms doing business with German customers in this field.
The number of successful actions brought against the banks and brokerage firms
has steadily increased, thereby exposing them to virtually incalculable risks. The
forward trading and gaming pleas had made options and futures transactions as
well as other products of the international capital markets liable to be held
nonbinding when offered in Germany. This disadvantage substantially impaired
the competitive position of the German capital market, a situation that was totally
incompatible with the process of liberalization only recently initiated.
Therefore, German banks, shortly after the establishment of the Swiss
SOFFEX and in view of the growing futures business in German products on the
London exchange, demanded an amendment to the Stock Exchange Act that
would allow the operation of a German options and financial futures exchange.
*First Legal State Exam, 1976, District Court Freiburg i. Br.; Doctor of Jurisprudence, 1978,
University of Freiburg i. Br.; Second Legal State Exam, 1980, Ministry of the Interior, Stuttgart;
LL.M., 1981, University of California (Berkeley). Rechtsanwalt and Fachanwalt ffir Steuerrecht.
Partner, Hengeler Mueller Weitzel Wirtz, Frankfurt am Main.
**This article is based on a speech given in Interlaken at the 33rd Congress of the Union
Internationale des Avocats (UIA)-Tax Law Commission, in August 1989.
1. German Stock Exchange Act §§ 50-70 (June 22, 1896) (RGB 157) [hereinafter Stock
Exchange Act] (the so-called forward trading defense or forward trading plea).
2. German Civil Code (BURGERLICHES GESETZBUCH [BGB]) §§ 762, 764 [hereinafter Civil
Code] (the so-called gaming defense or gaming plea).
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As a result of this demand, steps were taken to lainch this exchange. 3 A year
ago, seventeen German banks established the Deutsche Terminboerse GmbH
(DTB). The DTB constitutes the vehicle for the German options and financial
futures exchange and assumes the function of a clearinghouse for its members.
On August 1, 1989, the long-awaited amendment to the Stock Exchange Act
became effective. The new law completely changed the former statutory
framework of options and forward trading in Germany. Registered merchants
(corporations, limited and general partnerships, etc.) are no longer able to avail
themselves of the gaming plea when a future transaction is effected on a foreign
exchange. Now, regardless of where the futures trading of a registered merchant
takes place, the gaming plea of the Civil Code is henceforth excluded, thereby
making the former hedging exception irrelevant.
With respect to private individuals, the new law imp!ements the so-called
information model (i.e., the authority to trade in futures by acknowledgment of
risk disclosure). A private customer may now trade in options and futures, if he
signs a specific risk disclosure statement. This statement has to reveal the typical
risks inherent in options and futures transactions, and the customer must acknowledge these risks with his signature. The new law allows this trade in options
and futures "by information" so long as the disclosing party is a merchant subject
to exchange or banking supervision. With the exception of commodities transactions, private customers are treated like registered merchants and can validly
speculate in options, including index options, financial futures, currency, and
precious metal futures. The customer and merchant must repeat the risk disclosure
after one year and thereafter every three years; at each disclosure the customer must
confirm receipt of the information leaflet by his signature. 4 The new regulation's
impact on the taxation of investments in options and futures cannot be predicted at
present. It will be analyzed, however, if the tax courts have to revise their position
to the extent these investments will now be valid and enforceable under civil law.
I. Characteristics and Mechanics of Options
Before turning to tax aspects of investments in options, it is necessary to
understand the basic characteristics and mechanics of options trading. Without
going into details, the general principles as developed
for option transactions on
5
U.S. exchanges may be illustrated as follows:
A.

CALL OPTIONS AND PUT OPTIONS

An option is a legal contract that gives the holder the right to buy or sell a
specified amount of the underlying interest at a fixed or determinable price
3. The trading on this exchange commenced on January 26, 1990.
4. See Stock Exchange Act, § 53, $ 2 (June 22, 1896), as amended on July 11, 1989.
5. Source: Characteristics and Risks of Standardized Options, issued by the American Stock
Exchange, Inc. and others, 1987.
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(called the exercise or strike price) upon exercise of the option. The underlying
interest might include 100 shares of a particular common stock, a specified
amount of a debt obligation, or a foreign currency. Options exercisable at any
time before they expire are sometimes called "American-style options"; conversely, "European-style options" are exercisable only during a specific period
before expiration. These names refer only to the exercise period of the options
and have nothing to do with the geographic location of the option markets.
Options have standardized terms, including the exercise price and the
expiration time. This makes it possible to provide a "secondary market" in
which holders or writers of options can close out their positions by offsetting
sales and purchases. By selling an option with the same terms as an option
purchased or buying an option with the same terms as an option sold, an investor
can liquidate his position at any time.
A call option conveys the right to buy, while a put option conveys the right to sell
a specified quantity of the underlying interest. Although both puts and calls are
generally traded on the same underlying interest, one should understand that call
options and put options comprise separate and distinct investment vehicles. The
buying or selling of a call in no way involves a put and vice versa. The option buyer,
or holder, is the person who obtains the right conveyed by the option. Only the option
buyer possesses the right to exercise an option. Thus, the buyer of a call has the right,
but not the obligation, to purchase the underlying interest at a specified price within
a specified period of time. The buyer of a put has the right, but not the obligation,
to sell the underlying interest at a specified price within a specified period of time.
The writer of an option is obligated, if and when he is assigned an exercise,
to perform according to the terms of the option. The option writer is sometimes
referred to as the option seller. If the option buyer exercises a call, the option
writer to whom the exercise is assigned must deliver the underlying interest, and
payment will occur at the exercise price, regardless of the current market price
of the underlying interest. If a put option is exercised, the option writer to whom
the exercise notice is assigned must purchase the required number of the
underlying interest at the exercise price, regardless of the current market price of
the underlying interests.
B.

EXERCISE PRICE

In the case of a call option, the exercise price is the price at which a buyer of
the option has the right to purchase the underlying interest. In the case of a put
option, the exercise price is the price at which a buyer of the option has the right
to sell the underlying interest.
C.

EXPIRATION DATE

The expiration date is the date on which the option expires. If no exercise of
the option occurs prior to expiration, it ceases to exit. Thus, the option buyer no
SUMMER 1990
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longer owns any rights, the option writer no longer incurs any obligations, and
as a result the option no longer has any value.
D.

PREMIUM

The premium constitutes the consideration the buyer of an option pays to the option
writer for the rights conveyed by the option. Premiums fluctuate in response to
variables such as the relationship between the exercise price and the current market
value of the underlying interest, the volatility of the underlying interest, the amount
of time remaining until expiration, current interest rates, and the effect of supply and
demand in the options market as well as in the market for the underlying interests.
E.

INTRINSIC VALUE AND TIME VALUE OF THE OPTION

The value of an option consists of two components: intrinsic value and time value.
The intrinsic value reflects the amount, if any, by which the market price of the
underlying interest is higher (in case of a call option) or lower (in case of a put option)
than the exercise price. Time value is whatever value the option has in addition to
its intrinsic value and reflects what the buyer would pay for the option in the hope
that the underlying interest's value will increase prior to the expiration of the option.
Thus, the time value is the difference between the intrinsic value and the premium.
In this connection, the terms "at the money" and "out of the money" should be
explained. An option is "at the money" if the market price of the underlying interest
is the same as the exercise price. The option is "out of the money" if the exercise
price of a call is above and if a put is below the current market price of the underlying
interest.
F.

OPTIONS TRADING IN GERMANY

On German exchanges, the option market has remained rather insignificant.
Firstly, only options on certain listed securities (since July 1, 1970) and bonds
(since April 1, 1986) may be traded. Secondly, the restrictive provisions of the
German gaming laws prevented the development of a growing market. By the
end of 1988, only sixty-nine stock options and fourteen bond options had been
traded, and the volume of open positions in stock options amounted to only DM
2.46 billion in December 1988, while the volume of open positions in bond
options amounted to only DM 0.7 million. Of course, the situation will change
completely now that the DTB has started its operation under the amended
provisions of the Stock Exchange Act.
G.

OTHER FORMS OF OPTIONS

It is beyond the scope of this article to describe in detail the various forms of options
trading, such as index options, debt options, and foreign currency options. In general,
VOL. 24, NO. 2
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they follow rules similar to those described above, except that only cash settlement
may be possible.
II. Tax Aspects of Investments in Options
The tax aspects of investments in options are very complex. This complexity
arises from the need to differentiate between the tax treatment of the option buyer
and of the option writer, in addition to the tax treatment of calls and puts.
Furthermore, one must differentiate between the exercise of an option and an
offsetting closing transaction that cancels the previous position of the holder or
writer of an option. The expiration of an option may again require a different tax
treatment. Finally, the taxpayer must distinguish between each of the various
underlying interests of an option, such as stock options, index options, or futures
options. The tax consequences of the recent amendment to the Stock Exchange
Act have yet to be realized.
A.

TAXATION OF THE OPTION BUYER

1. Options Trading within a Business
The taxation of the option buyer depends, first, on whether or not the option
buyer trades as a business or as a private individual. Where the option buyer is
a commercial business (e.g., registered merchants such as corporations, limited
and general partnerships, or sole proprietorships), income derived from the
trading in options qualifies as normal, taxable business income under the German
Income Tax Act 6 and is therefore subject to income and trade tax .7 On the other
hand, losses realized on options are treated like normal operational losses that
reduce the taxable income. Therefore, options trading within a business does not
raise any particular tax issues.
2. Options Trading by a Private Individual
No tax court case law exists that deals with all of the possible situations faced
by an option buyer, as discussed above. For this reason, many issues remain
unresolved.
In 1984, the Tax Court in Hamburg ruled that profits realized by an option
buyer from closing transactions are taxable as speculation income if the period
between the opening transaction (that is, the purchase of a call or put) and the
closing transaction does not exceed six months. 8 The Income Tax Act subjects
sales transactions in goods, in particular securities, to taxation to the extent the
period between the acquisition and the sale is less than six months. The Hamburg
6.
Income
7.
8.

German Income Tax Act (EINKOMMENSTEVERGESETZ [ESTG]), art. 15,
Tax Act].
Gewerbesteuer.
Income Tax Act, art. 23, 1.

1 (1987) [hereinafter
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Tax Court held that options constitute separate assets and that profit realized
thereon within the statutory speculation period had to be taxed under article 23
of the Income Tax Act. 9 The holding of the Hamburg Tax Court corresponds to
the prevailing view among legal writers.'o
While no pertaining case law exists, it may be assumed that article 23 of the
Income Tax Act would also apply to the sale of the underlying interest, such as
the stock received by the option buyer upon the exercise of a call or acquired by
the option buyer through the exercise of a put.' 1
If the option buyer neither closes his position nor exercises the option but
lets the option expire, he may not deduct, for tax purposes, the loss of the
option premium.' 2 Article 23, paragraph 4, of the Income Tax Act defines
profits or losses on speculative transactions as the difference between the sales
price and the acquisition costs and expenses. This difference does not exist in
the case of a lost premium because the expiration of the option lacks the
double act of acquisition and sale. Thus, the private investor should try to
deduct lost premiums from other possible speculative profits taxable under
article 23 of the Income Tax Act. 13 For example, general expenses
(Werbungskosten), within the meaning of article 9 of the Income Tax Act,
incurred with the definite intention to realize income from speculation might
be deducted. It is doubtful, however, whether the tax authorities would accept
such an argument since it would contradict the purpose of article 23,
paragraph 4, of the Income Tax Act.
To conclude, it may be said that an option buyer will always be taxed on
realized profits, regardless of the underlying interest, if the opening and closing
transactions are effected within a six-month period. This general tax rule also
applies to the exercise of the option, either where the underlying interest is resold
with a profit within a six-month period of receipt or, in the case of an index
option, where the profit is realized on the exercise of the option also within a
six-month period.

9. Judgment of May 11,

1984, Finanzgericht (Tax Court) FG, Hamburg, W. Ger., [1985]

ENTSCHEIDUNGEN DER FINANZGERICHTE [EFG] 21.

10. See, e.g., Von Arnim, Die Option im Waren- und Aktienbereich, 28 DIE AKTIENOESELLSCHAFT [AG] 74 (1983); HERRMANN, HEUER & RAUPACH, KOMMENTAR ZUR EINKOMMENSTEUER UND
KORPERSCHAFTSTEUER, § 23 Einkommensteuergesetz [ESTG], Rdnr. 51-54; Aatz, Besteuerung von
Wertpapier-/Optionsgeschiften, 29 BETRIEBSBERATER [BB] 879-882 (1974); Roenitz, Ertragsbesteuerung von Optionsrechten, [1981] JAHRBUCH DER FACHANWALTE FOR STEUERRECHT 55-59.

11. Von Arnim, supra note 10, at 74.
12. See Judgment of Feb. 9, 1984, FG Baden-Wiirttemberg, W. Ger., [1984] EFG 502; see also
Judgment of Apr. 7, 1987, FG K6ln, (W. Ger.) [ 1987] EFG 508, (which confirmed but also held that
premium losses may be claimed taxwise in the case of the expiration of an uncovered put if the option
period was less than six months. This seems very doubtful, however.
13. See J. VON MAssow, BORSENTERMINGESCHAFrE - EINKOMMENSTEUERLICHE UND AUSSENSTEUERLICHE ASPEKTE FOR DEN DEUTSCHEN PRIVATANLEGER 101 (1987).
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It is interesting to note that the tax courts, 14 in particular the Federal Tax Court6
5
in a 1984 decision,' took a different position than the Federal Supreme Court'
regarding the validity of options transactions under civil law. While the Federal
Tax Court held that option transactions were not to be treated like futures, and
thus that the gaming plea was not applicable, the Federal Supreme Court adopted
the opposite view and made no distinction between options and futures regarding
their enforceability under civil law. To date, even with the amendment to the
Stock Exchange Act, no resolution of this conflict has occurred. Therefore, many
taxation issues in connection with options remain unresolved. For example, it
remains unclear whether or not options on commodities or commodity futures
bought by a private investor prior to or subsequent to August 1, 1989, are
taxable. Under the case law of the Federal Supreme Court and even under the
amended Stock Exchange Act, no doubt exists that such transactions are subject
to both the gaming and the trading plea. 17
B.

THE TAXATION OF THE OPTION WRITER

When the option writer receives the premium from the option buyer, several
tax issues arise. For instance, does the premium constitute taxable income?
Additionally, upon the exercise of the option by the option buyer, upon a closing
transaction of the option writer and finally, upon the expiration of the option, tax
consequences have to be considered.
1. Option Writing within a Business
When the option writer is a commercial business (corporations, commercial
partnerships, etc.) the same rules apply as in the case of a commercial option
buyer. 18 Income derived from the option writing is taxed as normal trade income,
with losses and expenses reducing the taxable income. Thus, no particular tax
aspects arise.
2. Option Writing by a Private Individual
Until several years ago, the tax treatment of the premium income of a private
individual was not clear. In 1984 the Federal Tax Court confirmed the view taken
14. See, e.g., Judgment of May 11, 1984, FG Hamburg, 1985 EFG 21.
15. Judgment of Nov. 28, 1984, Bundesfinanzhof (Federal Supreme Courtin Fiscal Matters), [BFH],
W. Ger., 5 ZEITSCHRIFT FORWIRTSCHAF-rSRECHT [ZIP] 434 (1985); see infra note 22 and accompanying
text.
16. Judgment of Oct. 22, 1984, Federal Supreme Court in Civil Matters (Bundesgerichtshof),
W. Ger., [BGH], 6 ZIP 153 (1985); see Judgment of May 6, 1985, BGH, 6 Zip 727, 729 (1985). See
also Hammen, 8 ZIP 151, 153 (1987).
17. See Stock Exchange Act, § 53,
3 (specifying that the authority to trade in options and
futures by information which is provided in section 53, 2 of the Stock Exchange Act does not apply
to futures transactions in commodities, except for precious metals).
18. See supra text section II.A. I.
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some time before by two lower tax courts 19 by concluding that premium
income
20
is taxable in accordance with article 22 of the Income Tax Act.
Article 22 of the Income Tax Act provides for the taxation of income from
performances when the income does not fall within any other class of taxable
income under the Income Tax Act. The wording of the provision illustrates the
provision's function to apply broadly to income that has sources other than those
expressly covered by the Income Tax Act. Therefore, it is a type of "last chance
provision" for both the tax authorities and the tax courts. When article 22 of the
Income Tax Act fails to apply to certain income, such income has to be allocated
to the private sector, and a tax may not be levied.
In its 1984 holding, the Federal Tax Court defined the term "performance" within
the meaning of article 22 of the Income Tax Act as any act, omission, or endurance
subject to an agreement that provides for compensation and that is made for such
compensation (do ut des). If, however, the agreement qualifies as a selling
transaction or a similar transaction in the private sphere where the price is paid in
consideration for2 the final relinquishment of an asset in its substance there is no
"performance.'
The Court held that the premium received by the option writer
falls within this definition. The purpose of the premium, the Court reasoned, is the
remuneration or compensation of the option writer for the obligation and risks
assumed by writing the option. In the Court's opinion, these obligations and risks
equate to "performance" within the meaning of article 22 of the Income Tax Act.
The Court further noted that the applicability of article 22 of the Income Tax Act to
option premiums could not be denied on the ground that option transactions fall
under the gaming laws; the Court stated that option transactions are not subject to the
jaming plea. As explained earlier, the Court took a different view than the Federal
Supreme Court did in its landmark decision of October 22, 1984.22
When the holder of a call exercises its option, a taxable speculation profit may
be incurred by the option writer in accordance with article 23, paragraph 1, of the
Income Tax Act. Assuming the writer of a call purchased the underlying stock
within the statutory speculation period of six months at a price lower than the
exercise price, the difference between his acquisition cost, plus expenses, and
the exercise price, without premium, is taxable. 23 This also applies to a writer of
a put when he sells the stock received from the buyer within the statutory
speculation period 24

19. See Judgment of Sept. 29, 1981, FG Mfinster, W. Ger., [1982] EF8G 245; Judgment of
Feb. 9, 1984, FG Baden-Wuirttemberg, W. Ger., [1984] EFG 502.
20. Judgment of Nov. 28, 1984, BFH [1985] BUNDESSTEUERBLAT-r [BStBI] II 264; followed by
Judgment of Apr. 7, 1987, FG K6ln, [19871 EFG 508.
21. This definition is constantly applied by the BFH. See Judgment of Sept. 21, 1982, 137
ENTSCHEIDUNGEN DESBUNDESFINANZHOFS [BFHE], W. Ger. (1982) 251.
22. Judgment of Oct. 22, 1984, BGH, 6 ZIP 135 (1985); see also supra text section II.A.2.
23. See J. VON MASSOW, supra note 13, at 106.
24. Id. at 113.
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In general, the exercise of a call or put by the option buyer will lead to a loss
by the option writer, especially if the option is uncovered and the option writer
does not have possession of the underlying interest prior to the exercise of the
option. Such losses, however, cannot be zet off against premium income since
the tax courts still regard the option and the settlement following the exercise of
the option as separate transactions. 25 In this respect, no difference exists between
a call and a put. 26 Hence, the issue remains whether, and to what extent, such
losses qualify as "losses" within the meaning of article 23 of the Income Tax
Act, and whether the taxpayer may set off such losses against speculation profits
also within the meaning of that provision. 27 In my opinion, the losses on
settlement of options, which if profits would be taxable under article 23,
paragraph 1, of the Income Tax Act, 28 could be claimed taxwise against other
speculation profit within the meaning of article 23; such losses represent exactly
the opposite of taxable speculation profits.
If the underlying interest is a commodity option or a commodity future,
uncertainty reigns again because of the unenforceability of the transaction under
civil law and due to the conflicting views of the Federal Tax Court and the Federal
Supreme Court. Clearly, one can see that a number of questions remain
unanswered even after the enactment of the new Stock Exchange Act.
Losses on closing transactions may be deducted from the premium taxable income
under article 22 of the Income Tax Act. 29 The writer of a German option, however,
may not close a transaction with the effect that he cancels a previous position,
thereby leaving no obligation. The writer of a German option may, nevertheless,
eliminate his risk by buying a matching position. He then simultaneously assumes
the role of both holder and writer of two options. It is an open issue as to whether
or not the premium paid for the matching option is a deductible expense in relation
to the premium income of the written option that is taxable under article 22 of the
Income Tax Act. 30 When the option expires, the option writer, in general, will not
incur any losses, with the exception of book or opportunity losses of a covered call
option. The option writer's success then corresponds to the full amount of the
premium income which, as said above, is taxable.
C.

No

VALUE ADDED TAX

For the sake of completeness, it should be noted that option transactions would
normally be subject to a current value added tax of 14 percent. The Federal
25. See Judgment of Feb. 9, 1984, FG Baden Wiirttemberg, W. Ger., [1984] EFG 502.
26. See J. VON MASSOW, supra note 13, at 114.
27. Id. at 106, 114.
28. See supra text section II.A.2.
29. See Aatz, supra note 10, at 881; see also supra text section II.B.2. For criticism of this view,
compare J. VON MASSOW, supra note 13, at 111.
30. Aatz, supra note 10, at 881, takes this view. This has not been confirmed, however, by the
judgment of a tax court.
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Ministry of Finance, however, in a directive of
November 20, 1970, exempted
31
option transactions from the value added tax.
D.

STOCK EXCHANGE TURNOVER TAX

According to article 17, paragraph 1, of the Stock Exchange Turnover Tax Act
(Birsenumsatzsteuergesetz),the conclusion of purchase transactions in securities
is subject to a stock exchange turnover tax if the conclusion of the transactions
occurs within Germany or with one German resident participating abroad. The
term "purchase transaction" is defined in article 18 of the Stock Exchange
Turnover Tax Act. Under the general definition, "purchase transactions" are
agreements for the acquisition of title to securities against the payment of a
purchase price. Article 18, paragraph 2, of the Stock Exchange Turnover Tax
Act extends the definition to purchase transactions that are conditioned or
limited in time. Options transactions, thus, could fall under this definition.
The ministries of finance of the German States, however, clarified the situation
shortly before trading in stock options was readmitted in July 1970. They took
the view that options transactions do not qualify as "purchase transactions"
within the meaning of articles 17 and 18 of the Stock Exchange Turnover Tax
Act, because the rights conveyed by options are not securitized. 32 Therefore,
no stock exchange turnover tax is levied on options transactions.
III. Characteristics and Mechanics of Future Transactions
A futures contract comprises an agreement to deliver (sell) or receive (buy) a
given quantity of a particular item for a specific future settlement date at a
currently agreed-upon price. A futures contract relates to a cash transaction,
33
except that delivery occurs in the future.
A.

COMMODITY FUTURES CONTRACTS

A commodity futures contract is an obligation on the part of the buyer (the
"long") to purchase a specific quantity of a particularly defined commodity,
with delivery at a stated time in the future. The seller (the "short") in this
transaction incurs a reciprocal obligation to deliver the commodity at the agreedupon date. Commodity futures contracts are standardized, and thus they have
standard delivery dates and specifications for the quantity and quality of the

31. See Hammen, supra note 16, at 154 n.42 (with further references).
32. See Directives of the Ministry of Finance Bavaria, April 7, 1970, S 5140-5-66563 1 B, 58
DEUTSCHE STEUERZEITUNG [DSTZ] 197 (1970), and of the Ministry of Finance Nordrhein-Westfalen,
S 5140-3-VC 4 B, 58 DSTZ 859 (1970).
33. J.W. MARKHAM, THE HISTORY OF COMMODITY FUTURES TRADING AND ITS REGULATION 202
(1987).
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commodity. The only term not standardized is the price of the commodity. Price
negotiation takes place in pits or rings of a contract market. Examples of
commodities traded on the futures exchanges are corn, soybeans, cattle, soybean
oil, soybean meal, potatoes, lumber, barley, plywood, gold, silver, coffee,
cocoa, wheat sugar, treasury bonds, orange juice, pork bellies, flaxseed,
palladium, copper, cotton, eggs, iced broilers, oats, rye, treasury bills, hogs,
platinum, commercial paper and currencies. 34
Trade of futures contracts must occur on a contract market. A typical futures
exchange, therefore, comprises several contract markets, one for each commodity traded. 35 The futures market provides not only a secondary market but also
a means for forward pricing, thus permitting the user and supplier to confront the
problems of price fluctuation more realistically. The forward pricing functions as
a form of price insurance by reflecting the rise and fall of the cash price in the
price of futures. A slight difference usually exists in prices, however, due to time
considerations. Nevertheless, futures are not merely a pricing medium, but are
an extension of the cash market and, therefore, are influenced by the same forces
as the cash market.36
Ninety-seven percent of the futures transactions, and as many option transactions, never reach the ultimate stage of delivery. Instead, an offsetting purchase
or sale of the contract closes out the transaction. 3 7 The respective clearinghouse,
however, does guarantee performance of a futures contract. It does so by
interceding itself between the ultimate buyer and seller. Thus, the buyer and
seller of futures contracts buy and sell directly from the clearinghouse. The
clearinghouse must perform even if a buyer or seller with a reciprocal obligation
defaults. A clearing fund or clearinghouse38number backs the clearinghouse
guarantee for the contract market members.
On U.S. futures exchanges, an individual wishing to trade in futures must
utilize the services of a futures commission merchant (FCM). Futures commission merchants engage in the solicitation and acceptance of orders for the
purchase or sale of futures contracts and are registered with the Commodities
Futures Trading Commissions as such. When a FCM receives a customer order,
it transmits the order to a broker on the floor of an exchange who then executes
the order with other "floor brokers." As soon as two traders have reached an
agreement on the floor of the exchange, the transaction is reported to the
clearinghouse to clear. The futures
commission merchants are treated as
39
principals by the clearinghouse.
34.

MERRILL LYNCH, THE MERRILL LYNCH GUIDE TO HEDGING (May 1978).

35. See J.W.
36. MERRILL

MARKHAM,

supra note 33, at 204.

LYNCH INTERNATIONAL & Co., LONDON COMMODITY EXCHANGE, AN INTRODUCTION

TO SUGAR HEDGING (September 1980).

37. Id.
38. See J.W.
39. Id.

MARKHAM,

supra note 33, at 204.
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MARGIN REQUIREMENTS

Margin requirements in connection with futures trading provide an alternative
for ensuring performance of futures contracts. Margin for commodities futures is
not an extension of credit, as with securities, but is a good faith deposit of money
that ensures that the purchaser and seller will perform their obligations. An initial
margin is required at the time of a contract's execution, while a variation margin
reflects market losses by the purchaser or seller on the commodity futures
contract after execution of the contract by the parties; computation of the
variation margins occurs daily through a "marking to the market," a system that
determines whether or not the market value of the commodity has changed. If
there is a change, the purchaser or seller experiencing the loss must post an
additional amount equivalent to the loss. Conversely, the seller or purchaser
40
experiencing a profit receives that amount of money each day.
The "marking to the market" system may be explained by an example.
Assume a purchaser of gold futures buys 100 ounces of gold at U.S. $400 an
ounce with delivery and payment to take place in December. If the price of gold
were to rise by U.S. $10 an ounce, the purchaser would have a profit of U.S.
$1,000. Conversely, the seller would have a loss of U.S. $1,000. Thus, if
settlement were to occur on that day, the seller would be required to deliver for
U.S. $400 an ounce, gold costing him U.S. $410 an ounce. Therefore, the seller
would have to pay a variation margin of U.S. $1,000 to reflect this market loss;
the buyer would receive U.S. $1,000 to reflect his profit. 4 '
C.

TRADERS IN FUTURES

In the main, there are two categories of traders in futures: hedgers and
speculators. 42 The hedger wants to protect himself against commercial risks;
therefore, he establishes a position in the futures market approximately equal in
size to, but the reverse of, the position held in his business. In Germany, for
example, the cotton hedges were quite common during the first decades of this
century. 3 In these cases, cotton merchants would sell hedges to protect
themselves against a drop in price of the cotton they had in stock. Conversely, the
merchants would buy hedges to protect against increases in cotton prices for
times when they had sold more cotton than they had in stock. Thus, the prime
purpose of hedging is to minimize the price risk always present at every stage of
the production, fabrication, stock holding, and consumption of commodities.
The speculators comprise the second category of traders and play a very
important role in the commodities futures industry. Basically, the speculators

40. Id.

41. Example after J.W. MARKHAM, supra note 33, at 205.
42. Id. at 206.
43. See Hellwig & de Lousanoff, Die Verbindlichkeit sogenannter Hedgegeschifte, in
FESTSCHRIFT FOR ERNST STIEFEL 309, 317 (1987).
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absorb the risk for which the hedgers seek protection. Without the speculators"
commodities futures markets could not function because they provide ffie
necessary cash to the futures markets. 44
D.

OTHER FORMS OF FUTURES CONTRACTS

While commodities are the traditional subject of futures contracts, recently, a
new variety of futures contracts was developed by the major capital markets.ij
particular financial futures, such as stock index futures or interest rate futuresiJ
Although their characteristics and mechanics cannot be discussed in this artictpij
they require mention.
E.

FUTURES TRADING IN GERMANY

Germany has no futures exchange where commodities futures may be traded.i
German hedgers or speculators, therefore, must trade commodity futures onl
foreign exchanges. This situation will not change even after the amendment to,
the Stock Exchange Act; only financial futures and options trading occur on the,
DTB. While currency forward transactions were important in the past, th6
transactions were neither standardized nor traded on a particular market. Instead;
banks effected the transactions, acting as principals, with interested commercial
parties. 4 5 Given the restrictive provisions of the former gaming laws, currency
forward transactions were practically unavailable to private investors.
IV. Tax Aspects of Investments in Futures
The taxation of futures transactions has long been, and still is, very
controversial in Germany. The Federal Tax Court has solved some of the issues,
but others have remained open. Since the question of taxation of futures seems
to be linked to the enforceability or unenforceability of these transactions under,
the German gaming laws, it will be interesting to see whether or not the change"
brought about by the amendment to the Stock Exchange Act will have an impact
on the tax situation.
A.

FUTURES TRADING WITHIN A BUSINESS

Again, there is no special tax aspect of futures trading within a commercial
business, such as for hedging purposes; therefore, I may refer to what has been
said above in connection with options.
B.

TAXATION OF A PRIVATE INVESTOR

The taxation of a private investor speculating in futures seems to be less
complicated than that of an option writer or buyer; however, not everything is
clear in this respect.
44. As to the various forms of speculation, see J.W. MARKHAM, supra note 33, at 207.
45. See J. VON MASSOW, supra note 13, at 8.
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1. Case Law
Under German tax law, profits on futures, like on options transactions, could
be deemed speculation income within the meaning of article 23 of the Income
Tax Act or performance income within the meaning of article 22 of the Income
Tax Act and, thus, taxable under these provisions. Prior to the first decision of
the Federal Tax Court, the lower tax courts rendered conflicting judgments. For
example, while the eighth panel (VIII. Senate) of the Tax Court Disseldorf took
the view that profits realized on currency futures are taxable under article 23 of
the Income Tax Act, 4 6 the thirteenth panel (XIII. Senate) held that such profits
were tax exempt. 47 In another judgment, the sixteenth panel (XVI. Senate) of the
Tax Court Disseldorf concurred.48
The Federal Tax Court, in an obiter dictum of a decision concerning a staying
motion procedure, expressed doubts as to the possibility of taxing profits on
futures under the aforementioned provisions of the Income Tax Act. 49 In its first
explicit holding on the subject, the Federal Tax Court concluded that futures
transactions were neither taxable as speculation transactions under article 23 of
the Income Tax Act nor as performance transactions under article 22 of the
Income Tax Act. 50 The case involved a currency futures transaction by a private
investor who had speculated on falling prices. On June 20, 1983, the investor
sold U.S. $500,000 per August 22, 1973, for DM 2.566 per U.S. $1. On
June 28, 1973, the investor closed the position by a reciprocal purchase of U.S.
$500,000 also per August 22, 1973. In the meantime, the Dollar had dropped to
DM 2.502. Therefore, the investor made a profit of DM 32,000 that, according
to the competent tax office, had to be taxed as speculation profit in accordance
with article 23, paragraph 1, of the Income Tax Act. 5' The tax office took the
view that taxation under this provision occurs whether the purchase and delivery
of the underlying item would really be effected or whether the purpose of the
transaction would only be to realize a profit on the price differences.
The lower tax court did not agree with the tax office and held that the profit
in question was not taxable. 52 The Federal Tax Court upheld this judgment and
denied the applicability of both article 23 and article 22 of the Income Tax Act.
The Federal Tax Court held that taxation under article 23 of the Income Tax Act
required a selling transaction directed to the delivery of goods. In the opinion of

46. See Judgment of Aug. 22, 1975, FG Diisseldorf, W. Ger. (not published); see J. VON
MASSOW, supra note 13, at 55 n.2.

47. Judgment of May 25, 1976, FG Diisseldorf, W. Ger., (not published); see J. VON MASSOW,
supra note 13, at 55 n.2.
48. Judgment of May 15, 1979, FG Diisseldorf, W. Ger., [1979] EFG 454.
49. Judgment of June 29, 1976, BFH, [1976] BStBI.II 644.
50. See Judgment of Dec. 8, 1981, BFH, [1982] BStBI.II 618.
51. This provision defines speculative transactions as selling transactions where the sale of the
item sold is effected prior to its purchase. See supra text section II.A.2.
52. See Judgment of May 15, 1979, FG Dusseldorf, [1979] EFG 454.
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the Court, currency futures or commodity futures do not equate thereto since
they are aimed only at the realization of profits on price differences. Furthermore, the Court pointed out that under the German Civil Code, such transactions
were regarded as gaming and wagering with the consequence that they were
unenforceable. The Court noted that tax law had to follow the civil law in this
respect. Therefore, the futures transaction in question could not be regarded
as "selling transactions" (Verausserungsgeschafie) within the meaning of
article 23, paragraph 1, of the Income Tax Act. The Court also denied taxation
under article 22 of the Income Tax Act on the ground that futures transactions
directed at a realization of a profit on price differences (verdeckte Differenzgeschiifie) did not qualify as a "performance," since no exchange of goods and
cash occurred.
The Federal Tax Court confirmed and further developed its view in a
subsequent 1983 holding.5 3 In this case, a bank manager had been taxed on
various currency and precious metal futures. The bank manager objected and
brought action before the tax court. The Tax Court Cologne rendered a judgment
in favor of the bank manager, 54 and the tax office appealed. The Federal Tax
Court concurred with the holding of the Tax Court Cologne. As in its 1981
decision, 55 the Federal Tax Court held that the profits in question were neither
taxable under article 23 of the Income Tax Act nor under article 22 of the Income
Tax Act. In this judgment, however, the Court went even further. While the
trader in the first case was a private individual, the trader in this case was a bank
manager, and therefore he had the authority to trade in futures under article 53,
paragraph 2, of the Stock Exchange Act (old version). Thus, one can assume that
the . 'ures transactions in question were valid and enforceable. 56 The Court,
nevertheless, denied taxation, and drew the line otherwise.
The Court explained that the nonapplicability of articles 23 and 22 of the
Income Tax Act would hold true even if the gaming plea and trading plea were
53. Judgment of Dec. 6, 1983, BFH, [1984] BStBI.II 132.
54. See Judgment of Feb. 24, 1983, FG K61n, W.Ger., [1984] EFG 30.
55. See Judgment of Dec. 8, 1981, BFH, [1982] BStBI.II 618.
56. In the description of the facts of the case, no details are given with respect to the underlying
futures transactions. It is only mentioned that these were currency and precious metal futures. It is
clear, however, that the currency futures were valid and enforceable regardless on what exchange,
foreign or domestic, they had been traded. To this extent there existed an exemption from the plea
of gaming for currency futures transactions between persons authorized to trade in futures even prior
to the amendment to the Stock Exchange Act; see Hellwig & de Lousanoff, supra note 43, at 315.
With regard to the precious metal futures, they would have been valid and enforceable if admitted and
traded within Germany, but subject to the gaming plea and, therefore, unenforceable if traded on a
foreign exchange. Under the old Stock Exchange Act, futures transactions effected on foreign
exchanges, also traded Ly persons authorized to trade in futures under article 53 of the Stock
Exchange Act, were still subject to the gaming plea because the exclusion of the gaming plea
provided for in article 58 of the Stock Exchange Act (old version) with regard to transactions of these
persons required an admission to futures trading on a German Exchange in accordance with article 50
of the Stock Exchange Act (old version). Therefore, in respect of precious metal futures, no concrete
answer as to their enforceability can be given.
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excluded and the transactions were therefore valid and enforceable. The Court
saw the decisive point in the fact that these transactions did not lead to the
delivery of goods but only to the payment of a price difference. The opinion of
the Court expressly notes that the exclusion of the gaming and trading plea does
not change the content and nature of the transaction, which is not aimed at
performance but at the realization of a price difference. Next, the Court
examined whether, in the case at hand, the income realized on the futures
transactions qualified as trade income under article 15, paragraph 1, of the
Income Tax Act. The Court concluded that speculative futures transactions by a
private investor may have a trade character only in special circumstances, such
as the maintenance of an office or an organization for the implementation of such
transactions. Since the Tax Court Cologne did not reach this conclusion, the
Federal Tax Court remanded the case to the lower court for further trial. The
Federal Tax Court did not change this view in later judgments. Some cases are
still pending. 57
2. Views Taken by the Tax Literature
Among legal writers, the question of taxation of futures transactions is highly
disputed. A number of legal writers follow Jhe Federal Tax Court and take the
position that profits on private futures transactions that aim at the realization of
a price difference are tax exempt. 58 Leading commentators on the Income Tax
Act and other legal writers take the opposite view on the ground that the
unenforceability of futures transactions under civil law is irrelevant for tax law
purposes. 59

C.

TAX LAW VERSUS CIVIL LAW

Despite the legal disputes, the taxation of futures trasisactions by a private
investor appears rather simple because, according to the Federal Tax Court, these
transactions are not taxable at all. In reality, however, the tax situation with
regard to futures transactions is neither clear nor easy to understand. Since the
Court, as it did in the case oi options, does not follow the civil law, the
amendment to the Stock Exchange Act fails to solve any open issues and must
be regarded as irrelevant in this respect.

57. See J. VON MASSOW, supra note 13, at 60.
58. Flume, Private Differenzgeschdfte, 31 DER BETRIEB [DB] 1097, 1099 (1978); Schlibtter &
Lfer, Warentermin-spekulationsgeschafte,33 BB 606 (1978); St6cker, Besteuerung, 58 DStZ Supp. 4
(1980); von Arnim, Differenzgeschdfte, B/rsentermingeschdfte und Einkommensteuer (special
printing No. 23/24) 38 JURISTENZEITUNG [JZ] 843 (1983).
59. See, e.g., HERRMANN, HEUER & RAUPACH, supra note 10, § 23 ESTG n.41; BLUMICH &
FALK, ESTG-KoMMENTAR, § 23 ESTG, n.35; LADEMANN, SOFFING & BROCKHOFF, KOMMENTAR ZU
ESTG, § 23 ESTG, n.7; for further references see J. VON MASSOW, supra note 13, at 61.
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1. OriginalApproach of the FederalTax Court
After the first holding of the Federal Tax Court in 1981,60 it looked as if the
tax law followed the treatment of futures transactions under the civil law. The
Court referred to the gaming character of futures transactions and to pertinent
provisions of the civil code. For this reason, it could be assumed that the Court
denied the taxation based on the unenforceability of futures transactions under
civil law. The Court expressly held as follows:
Under civil law, a currency or commodity futures transaction aiming at price
differences, to which the provision of article 764 Civil Code applies directly or the
provision of article 117 paragraph 2 Civil Code applies indirectly, is an open or hidden
transaction for the difference (Differenzgeschajt), but no selling transaction . . . . The
gaming character of such a transaction for the difference is also not modified by the
provisions of the Stock Exchange Act provided the requirements are not met under
with Arts. 767, 764 Civil Code are excluded by
which the gaming plea in accordance
61
article 58 Stock Exchange Act.
2. Soundness of the OriginalApproach
A differentiation between the enforceability or unenforceability under civil law
would have made sense. One could have argued that futures transactions do not
qualify as "selling transactions" (Veriusserungsgeschaifte) so long as they are
not binding on the parties and are recognized under civil law, including the Stock
Exchange Act. Should they be valid and enforceable under civil law, however,
because the gaming and trading plea are excluded, they would have to be taxed
like other speculative transactions, such as the acquisition and sale of securities
within the statutory speculation period. Eventually, it may even come to a real
settlement. This would then clearly fall under the definition "selling transaction" (Verdusserungsgeschgft) under article 23 of the Income Tax Act.
The determination of whether or not a private futures transaction is valid and
enforceable under civil law is not at all difficult. This was true even prior to the
amendment to the Stock Exchange Act. Under the former law, all futures traded
by German investors were subject to the gaming plea and, thus, were unenforceable, except for currency futures by persons authorized to trade in futures under
article 53 of the Stock Exchange Act. 62 The enforceability of futures transactions
required the underlying commodity or security to be admitted to futures trading
on a German exchange in accordance with article 50 of the Stock Exchange Act
(old version). German exchanges discontinued official trading in futures on
July 11, 1931. Since that time only trading in stock options and bond options has
been reallowed. No other futures transactions satisfied this requirement and
60. See Judgment of Dec. 8, 1981, BFH, [1982] BStBI.I 618.

61. Id. at 619.
62. These were: (1) merchants registered with the Commercial Register; (2) persons professionally conducting futures transactions or banking transactions; (3) persons admitted to the floor of an
exchange serving the trade of commodities of the kind in question; (4) nonresidents; see also supra
note 48.
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nonadmitted (unofficial) futures transactions were always vulnerable to the
gaming plea and were therefore nonbinding, even when entered into by parties
authorized to trade in futures under article 53 of the Stock Exchange Act (old
version). Thus any performance promised under the transaction could always be
refused and this rule applied to all futures transactions effected on foreign
exchanges. For the tax office it was easy, therefore, to determine whether the
trader had the authority to trade in futures under article 53 of the Stock Exchange
Act (old version) and whether the transaction was a currency transaction.
It would have been an easy rule to tax profits realized on such (enforceable)
transactions (to the extent that they exceed the tax allowance for speculation
profit of DM 1,00063) and to deny taxation in all other cases where the
transaction was unenforceable. The same rule could then have been applied to the
question of deductibility of losses. However, the Federal Tax Court did not
confirm its original reasoning and, thus, gave up a concept which was easy to
handle.
3. Second Approach of the Federal Tax Court
While the Federal Tax Court in its second judgment 6 4 came to the same result
as its earlier decision, it took a completely different route by expanding the
principle of nontaxation to include enforceable futures transactions by persons
authorized to trade in futures under article 53 of the Stock Exchange Act (old
version). Rather than, as before, applying an objective standard -enforceability
or unenforceability under civil law-the Court adopted a subjective standard,
namely, whether the futures transaction aims at the realization of a profit on price
differences or at actual performance. In this respect the Court stated the
following:
Where a commodity futures transaction is an open or hidden transaction for a difference
(offenes oder verdecktes Differenzgeschdft), it does not constitute a purchase and selling
transaction (Anschaffungs- und Verdusserungsgeschdft)within the meaning of article 23
Income Tax Act, even if it is binding and enforceable in accordance with article 53
Stock Exchange Act-authority to trade in futures of both parties from the outsetprovided no goods are delivered and only the difference is paid. . . . The exclusion of
the gaming plea (as a consequence of the authority to trade in futures under article 53
Stock Exchange Act) does not change the contents of the transaction for the
65
difference.
Clearly this rule makes it very difficult to determine the taxability of a futures
transaction. Under this approach, it depends entirely on the intention of the trader
at the time of the opening of the position. In practice, however, it permits a
determination only after the event; namely, when the intention to realize a profit

63. See Income Tax Act, art. 23,
4.
64. See Judgment of Dec. 6. 1983, BFH, [1984] BStBI.II 132.
65. Id. at 134.
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on the difference is evidenced by closing a long or short position. Should it come
to the ultimate stage of delivery, a profit realized would probably be taxable
under this approach, unless the investor can establish his original intention to
speculate on the price difference. The rule set by the Federal Tax Court does not
provide a definite answer with regard to the question of taxation. Probably, the
Federal Tax Court would decide not to tax if the investor meets his burden of
proof with regard to his initial intention of speculation.
4. Impact on Hedges of PrivateIndividuals
The position of the Federal Tax Court leads to another dichotomy between tax
explained above,66
law and civil law with regard to hedge transactions. As
hedges serve the purpose of securing the hedger against commercial risks
resulting from an underlying transaction. To the extent the hedge transaction is
concluded within a business, the question of taxation does not present itself. The
private individual, however, may also have the need to be secured against losses
resulting from unforeseeable marketing fluctuations. For example, the private
individual purchasing real property in a foreign country might wish to secure
himself against the risk of exchange rate movements to which he would be
exposed during the time between the conclusion of the acquisition agreement and
the payment of the purchase price. The same would apply to the sale of the
foreign real property by a private individual, the acquisition by a private investor
of securities of another country, and the purchase of currency options to hedge
67
If the subjective standard of the
exchange rate losses on these securities.
Federal Tax Court was consistently applied, the hedge intention of the private
investor would trigger the taxation of his hedge transaction regardless of whether
or not the hedge transaction is valid and enforceable under civil law. While the
gaming plea under articles 764 and 762 of the Civil Code may not be invoked in
the case of hedge transactions, 68 under the civil law, a valid hedge requires the
authority to trade in the futures of the hedger in order to be valid and enforceable
69
as recently held by the Federal Supreme Court. Consequently, the hedge of a
private investor not authorized to trade in futures in accordance with article 53
of the Stock Exchange Act 70 may still be subject to the trading plea. The hedger
could refuse to honor his obligations resulting from the transaction. Profits on
hedges would, therefore, be taxable even when realized pursuant to an
unenforceable futures transaction.

66. See supra text section III.C.

67. See Hellwig & de Lousanoff, supra note 43, at 325.

68. Id. at 317.
69. See Judgment of Oct. 11, 1988, BGH, 9 ZIP 1445 (1988); see also Hey, Zur Verbindlichkeit
von Hedge-Geschdften unter dem Bdrsengesetz, 10 ZIP 824 (1989).

70. In the future, this will be the exception though since, under the new article 53, paragraph 2,
of the Stock Exchange Act, the authority to trade in futures may be gained by "information," i.e.,
risk disclosure except for commodity futures.
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CONCLUSION

The amendment to the Stock Exchange Act, in particular the new definition of
authority to trade under the amendment to the Stock Exchange Act, will, for
private investors, 71 probably not change the tax situation, since the enforceability
or unenforceability is not the test applied by the Federal Tax Court. Should the
Court not overrule itself and again follow the treatment of futures transactions
under civil law, as it did in its first landmark decision of 1981,72 private German
investors will continue to benefit from the tax exemption of profits realized on
futures transactions despite their general enforceability except for commodities
under the amended Stock Exchange Act. It can hardly be imagined that this will
be accepted by the tax authorities over a longer period. Therefore, it will be
interesting to observe when-probably with the growing success of the DTBthe ministries of finance of the various German States will react and demand an
amendment to the Income Tax Act so that these profits will become taxable.
V. Summary
Options and futures transactions traded by a business are taxable as normal
business income. If private individuals trade, the question of taxation becomes
intricate. Generally, the enforceability or unenforceability of options and futures
transactions under civil law does not relate to the question of taxation. Therefore,
the long awaited amendment to the Stock Exchange Act will not alter the tax
situation. According to the view taken by the Federal Tax Court, profits realized
by the option buyer are taxable under article 23 of the Income Tax Act if the
period between the opening transaction and the closing transaction does not
exceed six months. The taxpayer may not deduct the lost option premium when
the option expires. Premium income of the option writer is taxable in accordance
with article 22 of the Income Tax Act. Similarly, an option writer may not deduct
losses in the event of an exercise by the option buyer. Profits on futures
transactions are tax exempt. Conversely, losses again may not be claimed.

71. See Stock Exchange Act, art. 53, 2 (so-called authority to trade in futures by information).
72. See Judgment of Dec. 8, 1981, BFH, [1982] BStBI.II 618.
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